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ABSTRACT
THOMAS WAILES KEMP: The Fundamentals of Accounting: A Series of Case Reports
(Under the direction of Dr. Victoria Dickinson)
I researched popular topics covering all aspects of Accountancy through a series of case
reports. Each case report was different and provided a different focus. It begins with a case
covering a full financial analysis of two similar companies, with my opinion of which was a better
investment with an explanation. This case is broad, and focuses on different aspects of financial
statements. It continues with a case devoted to income statement presentations with the
Financial Accounting Standards Board (FASB) Codification serving as the basis of reasoning. I
then delve into a case involving a chocolate manufacturer. I record journal entries and prepare
a series of financial statements with transactions specific to manufacturing. Next is the study of
internal controls, where I analyze a small craft chop’s areas of potential fraud while
recommending ways to stop fraud. Following this case is a study of inventory accounts and I
perform an investment analysis based on my interpretations of the financial statements. Next
follows cases where I investigate property, plant, and equipment and also relocation expenses
for two different companies. Both of these cases involve research using the FASB Codification.
In my next case, I perform an analysis of stockholder’s equity with two different companies with
different aspects of equity. I then perform an analysis of Restricted Stock and Revenue
Recognition. Both of these cases were researched using the FASB Codification. After these
cases, I perform an analysis of book vs. taxable income, then an analysis of the differences
between capital and operating leases. I record my interpretations and opinions and show my
reasoning through ratios. This whole series of reports is comprised of financial data and
accounting research I used to arrive at investment and accounting decisions.
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Comparison of Eads Heaters, Inc. with Glenwood
Heating, Inc.
For the Year Ended December 31st, 20X1
Case 1

This case involves a full financial analysis of both Eads Heaters, Inc. and Glenwood Heating, Inc. I
performed a full financial analysis of both entity’s financial statements, comparing the two
respected companies. After the analysis, I decided that Glenwood Heating, Inc. is a superior
investment when compared to Eads Heaters, Inc. I took into account the liquidity of Glenwood,
their net income, and retained earnings. This analysis showed Glenwood is in a much better
financial position than Eads, making Glenwood the superior investment.
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Glenwood Heating, Inc.
Chart of Accounts
Asset Accounts
Cash
Accounts Receivable
Allowance for Bad Debts
Inventory
Land
Building
Accumulated Depreciation- Building
Equipment
Accumulated Depreciation- Equipment
Leased Equipment
Accumulated Depreciation- Leased Equipment
Liability Account
Accounts Payable
Interest Payable
Notes Payable
Lease Payable
Equity Accounts
Common Stock
Retained Earnings
Dividends
Sales
Cost of Goods Sold
Bad Debt Expense
Depreciation Expense
Interest Expense
Other Operating Expenses
Rent Expense
Provision for Income Taxes
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1 Uncollectable Accounts
2 Cost of Goods Sold
3 Depreciation of Building

994
177,000
10,000

(1

Glenwood Journal Entries
Cash Accounts Receivable Allowance for Bad Debts Inventory Land BuildingAccum. Dep.-Building
Equipment
Accum. Dep.-Equipment
Accounts Payable
Interest PayableNote PayableCommon StockRetained
1 Issued Common Stock
160,000
160,000
2 Borrowed--Notes Payable
400,000
400,000
3 Purchased Land and Building
(420,000)
70,000 350,000
4 Purchased Delivery Equipment
80,000
80,000
5 Purchased Inventory on Account
239,800
239,800
6 Sales on Credit
398,500
3
7 Accounts Receivable Collections
299,100
(299,100)
8 Accounts Payable Payment
(213,360)
213,360
9 Notes Payable Payment
(41,000)
(20,000)
10 Paid Expenses
(34,200)
11 Paid Dividends
(23,200)
12 Accrued 3 month interest
6,650
Totals
$ 47,340 $
99,400
$ 239,800 $ 70,000 $ 350,000
$ 80,000
$ 26,440 $ 6,650 $ 380,000 $ 160,000 $ 3

3

Glenwood Heating, Inc
Trial Balance
Account

Debit

Cash
$
Accounts Receivable
Allowance for Bad Debts
Inventory
Land
Building
Equipment
Accumulated Depreciation-Building
Accumulated Depreciation-Equipment
Accounts Payable
Interest Payable
Note Payable
Common Stock
Dividends
Sales
Cost of Goods Sold
Bad Debt Expense
Depreciation Expense-Equipment
Depreciation Expense-Building
Interest Expense
Rent Expense
Other Operating Expense
Provision for Income Taxes
Totals
$

4

Credit
426
99,400
$

994

62,800
70,000
350,000
80,000
10,000
9,000
26,440
6,650
380,000
160,000
23,200
398,500
177,000
994
9,000
10,000
27,650
16,000
34,200
30,914
991,584 $

991,584

Glenwood Heating, Inc.
Income Statement
For Year Ended December 31, 2016
Sales
$
Cost of Goods Sold
Gross Profit on Sales
Operating Expenses
Bad Debt Expense
Depreciation Expense
Rent Expense
Other Operating Expenses
Total Operating Expenses
Operating Income
Other Expenses
Interest Expense
Total Other Expenses
Income Before Taxes
Income Tax Expense
Net Income

398,500
(177,000)
$

221,500

$

(70,194)
151,306

994
19,000
16,000
34,200

27,650

$

(27,650)
123,656
(30,914)
92,742

Glenwood Heating, Inc
Statement of Changes in Stockholder's Equity
For Year Ended December 31, 2016
Total
Retained Earnings Common Stock
Beginning Balance $ 160,000
$
160,000
Net Income
92,742 $
69,542
Ending Balance
$ 252,742 $
69,542 $
160,000
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Glenwood Heating, Inc
Classified Balance Sheet
31-Dec-16
Assets
Current Assets
Cash
$
426
Accounts Receivable
$ 99,400
Less: Allowance for Doubtful Accounts
(994)
98,406
Inventory
62,800
Total Current Assets
$
Property, Plant, and Equipment
Land
70,000
Building
350,000
Less: Accumulated Depreciation-Building
(10,000)
340,000
Equipment
80,000
Less: Accumulated Depreciation-Equipment
(9,000)
71,000
Total Property, Plant, and Equipment
Total Assets
$

161,632

481,000
642,632

Liabilities and Stockholer's Equity
Current Liabilities
Accounts Payable
Interest Payable
Notes Payable
Total Liabilites

$

Stockholder's Equity
Common Stock
Retained Earnings
Total Stockholder's Equity
Total Liabilities and Stockholder's Equity

26,440
6,650
380,000
$

413,090

$

229,542
642,632

160,000
69,542

6

Glenwood Heating, Inc
Statement of Cash Flows
For Year Ended December 31, 2016
Cash Flows From Operating Activities
Net Income
Adjustments to reconcile net income to net
cash provided by operating activities:
Bad Debt Expense
Depreciation Expense
Increase in Accounts Receivable
Increase in Inventory
Increase in Accounts Payable
Increase in Interest Payable
Net Cash Provided by Operating Activities
Cash Flows From Investing Activities
Land
Building
Equipment
Net Cash Provided by Investing Activities
Cash Flows From Financing Activities
Common Stock
Dividends
Note Payable
Net Cash Provided by Financing Activities
Net Increase in Cash
Cash, January 1, 2016
Cash, December 31, 2016
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$

$

92,742

$

(109,116)
(16,374)

$

(500,000)

$

516,800
426
426

994
19,000
(99,400)
(62,800)
26,440
6,650

(70,000)
(350,000)
(80,000)

160,000
(23,200)
380,000

$

Eads Heaters, Inc.
Chart of Accounts
Asset Accounts
Cash
Accounts Receivable
Allowance for Bad Debts
Inventory
Land
Building
Accumulated Depreciation- Building
Equipment
Accumulated Depreciation- Equipment
Leased Equipment
Accumulated Depreciation- Leased Equipment
Liability Account
Accounts Payable
Interest Payable
Notes Payable
Lease Payable
Equity Accounts
Common Stock
Retained Earnings
Dividends
Sales
Cost of Goods Sold
Bad Debt Expense
Depreciation Expense
Interest Expense
Other Operating Expenses
Rent Expense
Provision for Income Taxes
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1 Issued Common Stock
2 Borrowed--Notes Payable
3 Purchased Land and Building
4 Purchased Delivery Equipment
5 Purchased Inventory on Account
6 Sales on Credit
7 Accounts Receivable Collections
8 Accounts Payable Payment
9 Notes Payable Payment
10 Paid Expenses

299,100
(213,360)
(41,000)
(34,200)

398,500
(299,100)

(213,360

Eads Journal Entries
Cash
Accounts Receivable Allowance for Bad Debts
Inventory Land
Building Acc. Dep.-Building
EquipmentAcc. Dep.-Equipment
Leased Equipment
Acc. Dep.-Leased
Accounts
Eq
160,000
400,000
(420,000)
70,000 350,000
(80,000)
80,000
239,800
239,800
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Eads Heater, Inc
Trial Balance
Account
Cash
Accounts Receivable
Allowance for Bad Debts
Inventory
Land
Building
Equipment
Leased Equipment
Accumulated Depreciation
Accounts Payable
Interest Payable
Note Payable
Lease Payable
Common Stock
Dividends
Sales
Cost of Goods Sold
Bad Debt Expense
Depreciation Expense
Interest Expense
Other Operating Expense
Provision for Income Taxes

Debit
$

Credit

7,835
99,400
$

4,970

51,000
70,000
350,000
80,000
92,000
41,500
26,440
6,650
380,000
83,360
160,000
23,200
398,500
188,800
4,970
41,500
35,010
34,200
23,505
$ 1,101,420 $
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1,101,420

Eads Heaters, Inc.
Income Statement
For Year Ended December 31, 2016
Sales
$
Cost of Goods Sold
Gross Profit on Sales
Operating Expenses
Bad Debt Expense
Depreciation Expense
Other Operating Expenses
Total Operating Expenses
Operating Income
Other Expenses
Interest Expense
Total Other Expenses
Income Before Taxes
Income Tax Expense
Net Income

398,500
(188,800)
$

209,700

$

(80,670)
129,030

4,970
41,500
34,200

35,010

$

(35,010)
94,020
(23,505)
70,515

Eads Heaters, Inc
Statement of Changes in Stockholder's Equity
For Year Ended December 31, 2016
Total
Retained Earnings Common Stock
Beginning Balance $ 160,000
$
160,000
Net Income
70,515 $
47,315
Ending Balance
$ 230,515 $
47,315 $
160,000
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Eads Heaters, Inc
Statement of Cash Flows
For Year Ended December 31, 2016
Cash Flows From Operating Activities
Net Income
Adjustments to reconcile net income to net
cash provided by operating activities:
Bad Debt Expense
Depreciation Expense
Increase in Accounts Receivable
Increase in Inventory
Increase in Accounts Payable
Increase in Interest Payable
Net Cash Provided by Operating Activities
Cash Flows From Investing Activities
Land
Building
Equipment
Net Cash Provided by Investing Activities
Cash Flows From Financing Activities
Common Stock
Dividends
Principal Payment
Note Payable
Net Cash Provided by Financing Activities
Net Increase in Cash
Cash, January 1, 2016
Cash, December 31, 2016
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$

$

70,515

$

(70,840)
(325)

$

(500,000)

$

508,160
7,835
7,835

4,970
41,500
(99,400)
(51,000)
26,440
6,650

(70,000)
(350,000)
(80,000)

160,000
(23,200)
(8,640)
380,000

Analysis
After completion of all journals and financial statements, I began my analysis
of each company in order to determine which was better to invest in. I compared the
differences in each of the financial statements for both companies. After my analysis,
I decided that Glenwood Company was the best to invest in because of many different
key factors. The obvious factors were a greater net income and retained earnings. I
also compared balance sheet balances of assets, liabilities, and equity. The final part I
analyzed was both of the cash flows and the effect of each.
The best thing to compare between two companies when deciding which is
better to invest in is Net Income. Glenwood Company had a net income of $92,742,
and Eads Company had a net income of $70,515. This is the main data I used when
finding which was better to invest in. Each of these incomes can be found on the
company’s respected Income Statements; found on page 6 for Glenwood and page 13
for Eads. The main reason as to why their Net Incomes are different was based upon
which depreciation method the company used. Glenwood used FIFO, which yielded
a higher inventory than Eads by $11,800. Eads used LIFO when calculating
inventory. This causes the Cost of Goods Sold for each company to be different,
affecting Retained Earnings, which was the next aspect to be analyzed by me.
Glenwood’s
Retained Earnings were $69,542 and Eads was much less again at $47, 315. Retained
Earnings are important because it is how much the company has to pay off debt or to
invest. The Retained Earnings can be found in the Statement of Changes
Stockholders’ Equity on page 6 for Glenwood and page 13 for Eads.
The next part I compared was the Balance Sheet. I took the Debt-to- Asset
Ratio, which is total assets divided by total liabilities. Glenwood once again beat
Eads. Glenwood had a 1.56 debt-to- asset ratio while Eads had a 1.42. I chose this
because an investor would definitely want to invest in a company with better financial
leverage. The Balance Sheets can be found on page 7 for Glenwood and page 14 for
Eads.
I analyzed the Statement of Cash Flows next, and this is the only place I found
where Eads was better than Glenwood. Glenwood had only $426 of cash on hand at
the end of the year, while Eads had $7,835. This can be a big problem if Glenwood
needed to pay something off quickly in the beginning of the year before they are able
to increase their cash. Even though Eads had a much better cash flow than
Glenwood, this did not lead me to changing my mind and selecting Eads. Each of the
Cash Flows can be found on page 8 for Glenwood and page 15 for Eads.
After fully analyzing both companies’ journals and financial statements, I
believe Glenwood is the better company to invest in. It has a higher net income,
higher retained earnings, and a higher asset-to- debt ratio, while Eads only has a
13

stronger cash flow going for it. I believe investors first look at the Net Income of a
company before investing in it, and this was the main point I used in making my
decision, while taking in many other factors that strengthened my decision.
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TOTZ Inc.
Income Statement Presentations
Case 2
This case involves various interpretations of common income statement items found in a
manufacturing corporation. TOTZ, an SEC Registrant, manufactures and sells high quality and
stylish children’s clothing. It also includes DOODLEZ, an in-store art studio offering many
different art and drawing classes.
For this case, I perform calculations of sales, cost of sales, gross profit, operating income or
expense, and non-operating income or expense. I provide the appropriate authoritative
guidance to support each recommendation by using support from the FASB Codification. I give
interpretive responses of the Codification justifications, taking into account how each of the line
items should be displayed.
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1. For Totz, net sales and service revenue from both Totz and Doodlez can both be reported as
one entity for the fiscal year 2015, because the service revenue from Doodlez was less than 10%
of the net sales of Totz. The Codification states: “If income is derived from more than one of the
sub captions described under § 210.5–03.1, each class which is not more than 10 percent of the
sum of the items may be combined with another class. If these items are combined, related
costs and expenses as described under § 210.5–03.2 shall be combined in the same manner.
1. Net sales and gross revenues. State separately:
!

(a) Net sales of tangible products (gross sales less discounts, returns and
allowances),

!

(b) Operating revenues of public utilities or others;

!

(c) Income from rentals;

!

(d) Revenues from services; and

!

(e) Other revenues.”

Since the fiscal year 2016 has a service revenue (Doodlez) greater than 10% of its net sales (Totz)
they would both be listed separately on the income statement.
(ASC 225-10-S99-2)
2. Totz should not report a gross profit subtotal because the excluded depreciation is
attributable to cost of sales. The Codification describes this situation: “The following is the text
of SAB Topic 11.B, Depreciation and Depletion Excluded from Cost of Sales.
•

Facts: Company B excludes depreciation and depletion from cost of sales in its income
statement.

•

Question: How should this exclusion be disclosed?

•

Interpretive Response: If cost of sales or operating expenses exclude charges for depreciation,
depletion and amortization of property, plant and equipment, the description of the line item
should read somewhat as follows: "Cost of goods sold (exclusive of items shown separately
below)" or "Cost of goods sold (exclusive of depreciation shown separately below)." To avoid
placing undue emphasis on "cash flow," depreciation, depletion and amortization should not be
positioned in the income statement in a manner, which results in reporting a figure for income
before depreciation” (ASC-225-10-S99-8).

•

Direct labor costs for Doodlez should be recorded separately from Cost of Sales to follow the
Codification, which states:
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o

“2. Costs and expenses applicable to sales and revenues.

o

State separately the amount of
!

(a) Cost of tangible goods sold,

!

(b) Operating expenses of public utilities or others,

!

(c) Expenses applicable to rental income,

!

(d) Cost of services, and

!

(e) Expenses applicable to other revenues.

This is found at ASC 225-10-S99-2.
Included in the cost of goods sold are freight-in and import costs. This can be found under ASC605-45-50-2, which states: “The classification of shipping and handling costs is an accounting
policy decision that shall be disclosed pursuant to Topic 235. An entity may adopt a policy of
including shipping and handling costs in cost of sales. If shipping costs or handling costs are
significant and are not included in cost of sales (that is, if those costs are accounted for together
or separately on other income statement line items), an entity shall disclose both the amount of
such costs and the line item or items on the income statement that include them.”
Also, parent companies can include depreciation of the subsidiary since historical income
statements should reflect the cost of doing business. This can be found at ASC-225-10-S99-3.
“Question 1: Should the subsidiary's historical income statements reflect all of the
expenses that the parent incurred on its behalf?
Interpretive Response: In general, the staff believes that the historical income
statements of a registrant should reflect all of its costs of doing business. Therefore, in
specific situations, the staff has required the subsidiary to revise its financial statements
to include certain expenses incurred by the parent on its behalf. Examples of such
expenses may include, but are not necessarily limited to, the following (income taxes
and interest are discussed separately below):
1. Officer and employee salaries,
2. Rent or depreciation,
3. Advertising,
4. Accounting and legal services, and
5. Other selling, general and administrative expenses.”
17

3. A Gain on Sale of Corporate Headquarters should be reported on the face of the income
statement as a separate component of income from continuing operations. This can be found at
ASU 225-20-45-16. It states: “A material event or transaction that is unusual in nature or occurs
infrequently but not both, and therefore does not meet both criteria for classification as an
extraordinary item, shall be reported as a separate component of income from continuing
operations. The nature and financial effects of each event or transaction shall be disclosed on
the face of the income statement or, alternatively, in notes to financial statements. Gains or
losses of a similar nature that are not individually material shall be aggregated. Such items shall
not be reported on the face of the income statement net of income taxes or in any other
manner that may imply that they are extraordinary items. Similarly, the EPS effects of those
items shall not be presented on the face of the income statement.”
Also, ASU 2015-1 shows that this type of even should not be treated as extraordinary. It states:
“The Board heard from stakeholders that the concept of extraordinary items causes uncertainty
because it is unclear when an item should be considered both unusual and infrequent.
Additionally, some stakeholders said that although users find information about unusual or
infrequent events and transactions useful, they do not find the extraordinary item classification
and presentation necessary to identify those events and transactions. Other stakeholders noted
that it is extremely rare in current practice for a transaction or event to meet the requirements
to be presented as an extraordinary item.
Eliminating the concept of extraordinary items will save time and reduce costs for preparers
because they will not have to assess whether a particular event or transaction event is
extraordinary (even if they ultimately would conclude it is not). This also alleviates uncertainty
for preparers, auditors, and regulators because auditors and regulators no longer will need to
evaluate whether a preparer treated an unusual and/or infrequent item appropriately.”
4. The Class Action Settlement Gain would be reported under the operating income of the
Income Statement. The Codification ASC-280-10-55-49 states: “The following are examples of
reconciliations of reportable segment revenues, profit or loss, and assets, to the public entity's
consolidated totals (see paragraph 280-10-50-30(a) through (c)). Reconciliations also are
required to be shown for every other significant item of information disclosed (see paragraph
280-10-50-30(d)). For example, if Diversified Company disclosed segment liabilities, they are
required to be reconciled to total consolidated liabilities. The public entity's financial statements
are assumed not to include discontinued operations. As discussed in the illustration in
paragraph 280-10-55-47, the public entity recognizes and measures pension expense of its
segments based on cash payments to the pension plan, and it does not allocate certain items to
its segments. The costs associated with the natural fiber materials provided by the supplier are
part of Totz’s central operations; therefore, the gain recognized in connection with the class
action settlement should be presented within operating income. Any material item should be
stated separately. ASC 605-10-S99-1 indicates that the SEC believes the guidance in Reg S-X,
Rule 5-03(b)(6) applies to both gains and losses, (not just expenses or losses).
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Rocky Mountain Chocolate Factory, Inc.
Preparation of Financial Statements
Case 3
This case involves the preparation of various financial statements for an international
manufacturer and retail operator in the United States, Canada, and the United Arab Emirates.
The company is a manufacturer of an extensive line of chocolates and other candies. The
company’s revenues are from three main sources: sales to franchisees, the collection of initial
franchise fees along with royalties, and sales at company-owned stores.
I prepare a series of journal entries for the fiscal year 2010. I record the journal entries in a
worksheet, then prepare an unadjusted trial balance. This is a financial statement that shows
the balances of each account before end of year accrual adjustments. I then prepare adjusting
entries, regarding inventory and depreciation. After the adjusting entries are recorded, an
adjusted trial balance is prepared with these new totals. The income statement and balance
sheet are prepared in accordance with the Generally Accepted Accounting Principles (GAAP). I
then perform an analysis of cash flow, showing my results.

19

Cash and Cash Equivalents
Accounts Receivable
Notes Receivable, current
Inventories
Deferred Income Taxes
Other
Property, and Equipment, Net
Notes Receivable, less current portion
Goodwill, net
Intangible Assets, net
Other
Accounts Payable
Accrued Salaries and Wages
Other Accrued Expenses
Dividend Payable
Deferred Income
Deferred Income Taxes
Common Stock
Additional Paid-In-Capital
Retained Earnings
Sales
Franchise and Royalty Fees
Cost of Sales
Franchise Costs
Sales and Marketing
General and Administrative
Retail Operating
Depreciation and Amortization
Interest Income
Income Tax Expense
A = L + OE + R - E
Dividends Declared
(2,403,458)

All Other
790,224
(702,207)
91,059
(66,328)
92,052
(4,215)
132,859
139,198
(73,110)
(3,007)
503,189

3,709

(2,885,413)
(1)
(46,062)
66,729
1,112
315,322

(2,407,167)
944,017
5,492,531
693,786
1,499,477
(261,622)

(27,210)
2,090,468

$

Beginning
1,253,947
4,229,733
4,064,611
369,197
224,378
5,253,598
124,452
1,046,944
183,135
91,057
1,074,643
423,789
531,941
598,986
142,000
827,700
179,696
7,311,280
5,751,017

Purchase

7,500,000

Sell Inventory for
17,000,000
5,000,000
6,000,000

Collect
4,100,000
(4,100,000)

Incur SG&A
(2,000,000)

Pay
(6,423,789)

Receive
Purchase PPE
125,000
(498,832)

(14,000,000)

498,832

7,500,000

(8,200,000)
6,000,000

(6,423,789)
3,300,000
125,000

Totals
3,743,092
4,427,526
91,059
3,498,283
461,249
220,163
5,885,289
263,650
1,046,944
110,025
88,050
877,832
946,528
602,694
220,938
894,429
180,808
7,626,602
3,343,850
22,944,017
5,492,531
14,693,786
1,499,477
1,505,431
1,782,947
1,750,000
(27,210)
2,090,468

Pay for
(8,200,000)

22,000,000
14,000,000
1,505,431
2,044,569
1,750,000

Unadjusted Trial
3,743,092
4,427,526
91,059
3,498,283
461,249
220,163
5,885,289
263,650
1,046,944
110,025
88,050
877,832
946,528
602,694
220,938
894,429
180,808
7,626,602
3,343,850
22,944,017
5,492,531
14,693,786
1,499,477
1,505,431
1,782,947
1,750,000
(27,210)
2,090,468

Adjust for

Record

(216,836)

(698,580)

216,836

698,580

Wage

Consultant's Adjusted Trial
3,743,092
4,427,526
91,059
3,281,447
461,249
220,163
5,186,709
263,650
1,046,944
110,025
88,050
877,832.00
646,156
646,156
946,528
602,694.00
220,938.00
894,429.00
180,808.00
7,626,602.00
3,343,850.00
22,944,017.00
5,492,531.00
14,910,622.00
1,499,477.00
1,505,431.00
639,200
2,422,147.00
6,956
1,756,956.00
698,580.00
(27,210.00)
2,090,468.00

Pre-Closing
3,743,092
4,427,526
91,059
3,281,447
461,249
220,163
5,186,709
263,650
1,046,944
110,025
88,050
877,832
646,156
946,528
602,694
220,938
894,429
180,808
7,626,602
3,343,850
22,944,017
5,492,531
14,910,622
1,499,477
1,505,431
2,422,147
1,756,956
698,580
(27,210)
2,090,468
Total Income
Total Expenses
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Closing

3,580,077
(22,944,017)
(5,492,531)
(14,910,622)
(1,499,477)
(1,505,431)
(2,422,147)
(1,756,956)
(698,580)
27,210
(2,090,468)
28,463,758.00
24,883,681.00

Post-Closing
3,743,092
4,427,526
91,059
3,281,447
461,249
220,163
5,186,709
263,650
1,046,944
110,025
88,050
877,832
646,156
946,528
602,694
220,938
894,429
180,808
7,626,602
6,923,927
-

Rocky Mountain Chocolate Factory
Unadjusted Trial Balance
Debit
Credit
Cash and Cash Equivalents
$
3,743,092
Accounts Receivable
4,427,526
Notes Receivable, current
91,059
Inventories
3,498,283
Deferred Income Taxes
461,249
Other
220,163
Property, and Equipment, Net
5,885,289
Notes Receivable, less current portion
263,650
Goodwill, net
1,046,944
Intangible Assets, net
110,025
Other
88,050
Accounts Payable
$
877,832
Accrued Salaries and Wages
Other Accrued Expenses
946,528.00
Dividend Payable
602,694.00
Deferred Income
220,938.00
Deferred Income Taxes
894,429.00
Common Stock
180,808.00
Additional Paid-In-Capital
7,626,602.00
Retained Earnings
3,343,850.00
Sales
22,944,017.00
Franchise and Royalty Fees
5,492,531.00
Cost of Sales
14,693,786.00
Franchise Costs
1,499,477.00
Sales and Marketing
1,505,431.00
General and Administrative
1,782,947.00
Retail Operating
1,750,000.00
Depreciation and Amortization
Interest Income
(27,210.00)
Income Tax Expense
2,090,468.00
$ 43,130,229.00 $ 43,130,229.00
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Rocky Mountain Chocolate Factory
Adjusted Trial Balance
Debit
Credit
Cash and Cash Equivalents
$ 3,743,092.00
Accounts Receivable
4,427,526.00
Notes Receivable, current
91,059.00
Inventories
3,281,447.00
Deferred Income Taxes
461,249.00
Other
220,163.00
Property, and Equipment, Net
5,186,709.00
Notes Receivable, less current portion
263,650.00
Goodwill, net
1,046,944.00
Intangible Assets, net
110,025.00
Other
88,050.00
Accounts Payable
$
877,832.00
Other Accrued Expenses
1,592,684.00
Dividend Payable
602,694.00
Deferred Income
220,938.00
Deferred Income Taxes
894,429.00
Common Stock
180,808.00
Additional Paid-In-Capital
7,626,602.00
Retained Earnings
3,343,850.00
Sales
22,944,017.00
Franchise and Royalty Fees
5,492,531.00
Cost of Sales
14,910,622.00
Franchise Costs
1,499,477.00
Sales and Marketing
1,505,431.00
General and Administrative
2,422,147.00
Retail Operating
1,756,956.00
Depreciation and Amortization
698,580.00
Interest Income
(27,210.00)
Income Tax Expense
2,090,468.00
$ 43,776,385.00 $ 43,776,385.00
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Rocky Mountain Chocolate Factory
Income Statement
For Year Ended February 28, 2010
Revenues
Sales
Franchise and Royalty Fees
Total Revenues
Cost and Expenses
Cost of Sales
Franchise Costs
Sales & Marketing
General and Administrative
Retail Operating
Depreciation and Amortization
Total Costs and Expenses
Operating Income
Other Income
Interest Income
Income Before Income Taxes
Income Tax Expense
Net Income
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$
$

22,944,017
5,492,531
28,436,548

$
$

14,910,622
1,499,477
1,505,431
2,422,147
1,756,956
698,580
22,793,213
5,643,335

$

27,210
5,670,545
2,090,468
3,580,077

Rocky Mountain Chocolate Factory
Balance Sheet
28-Feb-10
Assets
Current Assets
Cash
Accounts Receivable
Notes Receivable, current
Inventories
Deferred Income Taxes
Other
Total Current Assets
Property and Equipment, Net
Other Assets
Notes Receivable, less current portion
Goodwill, net
Intangible Assets, Net
Other
Total Assets
Liabilities and Stockholder's Equity
Current Liabilities
Accounts Payable
Other Accrued Expenses
Dividend Payable
Deferred Income
Total Current Liabilities
Deferred Income Taxes
Stockholder's Equity
Common Stock
Additional Paid-In-Capital
Retained Earnings
Total Stockholder's Equity
Total Liabilities and Stockholder's Equity

$

$

$

$

3,743,092
4,427,526
91,059
3,281,447
461,249
220,163
12,224,536
5,186,709
263,650
1,046,944
110,025
88,050
18,919,914

877,832
1,592,684
602,694
220,938
3,294,148
894,429
180,808
7,626,602
6,923,927
14,731,337
18,919,914

For each of the journal entries recorded in the worksheet, I interpret where each of the
transactions are recorded in the cash flow statement.
Section of the Cash Flow
1. Operating
2. Operating
3. Operating
4. Operating
5. Operating
6. Operating
7. Operating
8. Operating
9. Investing
10. Financing
11. N/A
12. Operating
13.Operating
14. Operating
15. N/A
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Potential Fraud

Internal Control

Kayla Stevens’ Craft Shop
An Analysis of Internal Controls
Case 4
This case involves a small craft shop located in Oxford, MS owned by Kayla Stevens. One day
Kayla received an anonymous note left on her desk that read: “One of your employees is
stealing cash and robbing you blind.” None of her employees knew where the envelope was
from, and Kayla began an investigation.
For this case, I analyzed a series of observations concerning the operation of the craft shop. I
look at the internal controls, which can be difficult for a small business with a limited number of
employees. I identify any sort of fraud scheme that may occur in Kayla’s store. I then
recommend different internal controls to prevent the different schemes and protect each
potential fraud scheme in the future.
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- Potential fraud in management
- Lack of responsibility
- Lack of accountability

- Lack of monitoring the store
- Out of date software

- Lack of reporting
- Lack of distribution of information
- Lack of accountability
- Timeliness (Reporting)
- Verifiability Fraud
- Lack of reporting
- False transactions
- Verifiability of sales
- Falsified inventory records

- Employee pocketing cash
- Falsified records
- Verifiability
- Falsifying sales

- Complacent staff
- Lack of teamwork

Separation of Duties: There needs to be some
implementation of tasks that change hands on
a regular basis to ensure consistent work with
no signs of fraud. In general, clerks should have
more responsibilities to even out the work
load.
Technology Update: Kayla needs to update her
accounting software due to updates that would
help stop any fraud. Also, Kayla should install
cameras to help observe operations at all
times. (Their credit card machines are behind
the register leaving the registers vulnerable)
Frequent Reporting: There needs to be weekly
or bi-weekly reports that can summarize cash
flows or other operations inside of the store to
be used to hold the associated clerk, via ID
number, accountable.
Inventory Checks: This shop needs to
personally use the frequent reports and
physically check random parts of inventory to
ensure there are no false sales. It is vital that
proper personnel check and balances are used
in reporting. The store should increase the
responsibility of the clerks by having them
accountant for specific parts of the
store/inventory.
Register Checks: Each day, Kayla should ensure
that the registers start at a certain monetary
value. At the end of business each day, that
register should be counted back down to the
normal balance, and the clerk should be held
accountable for every transaction that passes
through their hands.
Team Management: It may be a good idea to
look into hiring more people, or questioning
some of the workers (Becca would be a good
start due to her small investment in the
company of working one day a week.) to
ensure consistent quality without workers who
are complacent and comfortable. At the very
least, there should be team meetings and extra
training.
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- Accountability Fraud
- Verifiability

Checks and Balances: To go along with
separation of duties, there should always be at
least two people involved with every process,
and Lucy and Kayla need to have someone else
to hold them accountable, which overall takes
a lot of their freedom away.

An Analysis of a Manufacturing Company’s
Inventory Accounts
Case 5
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This case involves an analysis of an unnamed manufacturing company’s inventory accounts, and
how each one is accounted for. From analysis of financial statements, I interpreted this based
on their notes from their balance sheet. The company’s inventories consist of raw materials,
work-in-process, and finished goods. I perform an analysis of each account and discuss different
accounting standards for each.
I then record various inventory related journal entries. Next I calculate ratios that are common
for a manufacturing company and perform an analysis of each. I go into detail about my opinion
if I were an investment analyst for this company, based on my interpretations from the financial
statements.

1. The company’s inventory consists of Raw Materials, Work-in-Process, and
Finished Goods. Raw Materials consists of materials that will be used with other
materials in order to create Work-in-Process, and when the Work-in-Process is
completed, the goods become Finished Goods. Raw Materials consists of Direct
Materials and Indirect Materials. An example of Direct Materials for bike
manufacturer would be the steel that is used to form the bike frame, and an
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example of an Indirect Material is the glue used to hold the handlebar grips in
place. Work-in-Process consists of the Direct Materials and Indirect Materials
along with Direct Labor and Indirect Labor. These are the goods that are
currently being made and are not yet completed. Finished Goods are the
completed Work-in-Process.
2. Inventory is recorded net of allowance for obsolete or unmarketable inventory.
This is an estimate, so it is not always exact.
3. A. This account is a contra inventory account, and the amount is not directly
reported on the balance sheet. Instead, it is shown subtracted from the gross
inventory, and the net amount is presented on the balance sheet.
B. The beginning balance for 2012 is the same as the ending balance of 2011.
We then need to find the gross inventory for 2011. The gross inventory for
2011 is $243,870 (233,070 + 10,800). We then can use this same process to
find 2012, which is $224,254 (211,734+12,520).
C. We would attribute the portion of the reserve for obsolete inventory to
Finished Goods. The portion of reserve is probably unable to be sold because
of a malfunction in the manufacturing process.
4. Cost of Sales
13, 348
Allowances for Obsolete Inventory
13,348
Allowance for Obsolete Inventory
11,628
Inventory
11,628

5.
Raw Materials

Work-in-Process

Finished Goods
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COGS

Accounts
Payable

1,286
126,000

46,976
438,633
442,140

442,140

43,469

184,808
568,807

619
a.
b.
c.
d.
e.

568,807

13,348

13,348

572,621

572,621

167,646

39,012
438,633

0
432,269

585,969

Cost of finished goods sold in the current year: $572,621
Cost of finished goods transferred from work-in-process: $568,807
Cost of raw materials transferred: $442,140
Cost of raw materials purchased: $438,633
Cash disbursed from raw materials purchases: $432,269

6. Inventory turnover ratio:

2011:

2012:
585,897
(233,070+211,734)
2

575,226
(268,591+233,070)

= 2.29
7. Inventory holding period:

2
2011:
365
2.29

= 2.63

2012:

= 159.4 days

365
2.63

= 138.8 days

Since the company’s inventory decreased in the second year, they have become better
at selling inventory.

8. Estimated obsolete inventory:
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45,376

2011:
13,348
184,808

= 7.22%

2012:
13,348
167,646

= 7.96%

If I was an investor or an analyst for this company, I would like to have some additional
information. This would include return on assets, return on equity, and also debt to equity
ratios. I feel these are important for every company, but the ratios calculated do provide some
key statistics for analysis.

Accounting for Property, Plant, and Equipment
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Case 6

This case involves an interpretation of various items involved with property, plant, and
equipment. These assets are typically long term, and some record depreciation. I perform an
analysis of different items, such as line cost and develop an opinion based on my findings from
the FASB Codification. I record a series of journal entries while discussing the different effects of
capitalization versus expensing. I then show how depreciation expense is calculated, and display
an income statement.

a.
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i.

ii.

SCON 6 defines assets as things that will provide a profit for the company, and
were acquired in the past during a transaction of some sort. Expenses are
defined as things that use up assets and liabilities in order to perform a service
or make a product.
Costs should be capitalized when the costs will produce material profits in the
future. The costs should be expensed when it is not expected that the cost will
yield material profits in the future.

b. The balance sheet is unaffected by costs being capitalized. The income statement
affected by capitalizing costs when the depreciation expense is recorded.
c. The reported line costs were $14,739,000,000.
Line Costs

14, 739,000,000

Cash

14,739,000,000

According to the article, line costs consist principally of access charges and transport
charges. Since this is the largest operating expense by a large amount, I feel they should
describe what exactly they are better.

d. Line Costs were the costs that were improperly capitalized. The $3.1 billion line costs
should be recorded as operating expense. Instead, WorldCom amortized the $3.1 billion
over 10 years instead of recording it as a cost for that quarter. Both of these
transactions resulted in an overstatement of net income for 2001.
e. Journal entry to record improperly capitalized costs:
PPE

3,055,000,000
Line Cost Expense

3,055,000,000

The line cost expense was most likely capitalized on transmission equipment and
communications equipment.
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f.

Depreciation Expense
83,306,819
Accumulated Depreciation

Quarter

83,306,819

Dollar Amount

Depreciable Base

Fraction of Year

Depreciation Expense

1

771,000,000

35,045,454.55

1

$35,045,455.55

2

610,000,000

27,727,272.73

3/4

$20,795,454.55

3

743,000,000

33,772,727.27

1/2

$16,886,363.64

4

931,000,000

42,318,181.82

1/4

$10,579,545.45
$83,306,819.18

g. The net loss would be considered material.
Income Before Taxes, as reported

$2,393,000,000

Add: Accumulated Depreciation

83,306,819

Less: Capitalized Line Costs

(3,055,000,000)

Loss before taxes, restated

(578,693,182)

Income Tax Benefit

202,542,614

Minority Interest

35,000,000

Net Loss, restated

$(341,150,568)

34

Targa Co.
An Analysis of Relocation Expenses
Case 7

In this case, Targa Co. is considering the relocation of a manufacturing operation from its
present location to a new facility in a different geographic area. The relocation plan would
include terminating certain employees, approximately 120-125 engineering, facility
management, and operational employees of the 140 employees that currently work at the Plant
A facility. There will be a one-time termination benefit to employees, consisting of 10 weeks’
pay in addition to two weeks’ pay for being involuntarily terminated. The company estimates
that the one-time termination benefit is $2.5 million, and the two-week severance is estimated
to be $500,000. Additional costs of $500,000 for relocation and $1.5 million for staff training
will be incurred.
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1. How should Targa Co. account for employee benefits in its U.S. GAAP financial statements as
of and for the year ended December 31, 20X1?

ASC 420-10-5 states: The Exit or Disposal Cost Obligations Topic addresses financial accounting
and reporting for costs associated with exit or disposal activities. An exit activity includes but is
not limited to a restructuring.
Those costs include, but are not limited to, the following:
a. Involuntary employee termination benefits pursuant to a one-time benefit arrangement that,
in substance, is not an ongoing benefit arrangement or an individual deferred compensation
contract

ASC 420-10-25-1 states:
A liability for a cost associated with an exit or disposal activity shall be recognized in the period
in which the liability is incurred, except as indicated in paragraphs 420-10-25-6 and 420-10-25-9
(for a liability for one-time employee termination benefits that is incurred over time). In the
unusual circumstance in which fair value cannot be reasonably estimated, the liability shall be
recognized initially in the period in which fair value can be reasonably estimated (see
paragraphs 420-10-30-1 through 30-3 for fair value measurement guidance).

ASC 420-10-25-4 states:
An arrangement for one-time employee termination benefits exists at the date the plan of
termination meets all of the following criteria and has been communicated to employees
(referred to as the communication date):
a. Management, having the authority to approve the action, commits to a plan of
termination.
b. The plan identifies the number of employees to be terminated, their job
classifications or functions and their locations, and the expected completion date.
c. The plan establishes the terms of the benefit arrangement, including the benefits
that employees will receive upon termination (including but not limited to cash
payments), in sufficient detail to enable employees to determine the type and amount
of benefits they will receive if they are involuntarily terminated.

ASC 420-10-25-5 states:
An entity’s communication of a promise to provide one-time employee termination benefits are
a promise that creates an obligation at the communication date to provide the termination
benefits if employees are terminated.
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ASC 420-10-25-6 states:
The timing of recognition for one-time employee termination benefits depends on whether
employees are required to render service until they are terminated in order to receive the
termination benefits and, if so, whether employees will be retained to render service beyond a
minimum retention period.
ASC 420-10-25-7 states:
The minimum retention period shall not exceed the legal notification period, or in the absence
of a legal notification requirement, 60 days. For example, in the United States, the Worker
Adjustment and Retraining Notification Act, as of 2002 required entities with 100 or more
employees to notify employees 60 days in advance of covered plant closings and mass layoffs,
unless otherwise specified. Collective bargaining or other labor contracts may require different
notification periods.
d. Actions required to complete the plan indicate that it is unlikely that significant
changes to the plan will be made or that the plan will be withdrawn.

ASC 420-10-30-4 states:
The timing of measurement of a liability for one-time employee termination benefits depends
on whether employees are required to render service until they are terminated in order to
receive the termination benefits and, if so, whether employees will be retained to render service
beyond a minimum retention period.

ASC 420-10-30-5 states:
If employees are required to render service until they are terminated in order to receive the
termination benefits and will be retained to render service beyond the minimum retention
period, a liability for the termination benefits shall be measured initially at the communication
date based on the fair value of the liability as of the termination date. For an illustration of this
situation, see Example 2 (paragraph 420-10-55-4).

ASC 420-10-50-1 states:
All of the following information shall be disclosed in notes to financial statements that include
the period in which an exit or disposal activity is initiated and any subsequent period until the
activity is completed:
a.
b.

A description of the exit or disposal activity, including the facts and circumstances
leading to the expected activity and the expected completion date.
For each major type of cost associated with the activity (for example, one-time
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c.
d.

e.

employee termination benefits, contract termination costs, and other associated costs),
both of the following shall be disclosed:
1. The total amount expected to be incurred in connection with the activity, the
amount incurred in the period, and the cumulative amount incurred to date.
2. A reconciliation of the beginning and ending liability balances showing
separately the changes during the period attributable to costs incurred and
charged to expense, costs paid or otherwise settled, and any adjustments to the
liability with an explanation of the reason(s) why.
The line item(s) in the income statement or the statement of activities in which the
costs in (b) are aggregated
For each reportable segment, as defined in Subtopic 280-10, the total amount of costs
expected to be incurred in connection with the activity, the amount incurred in the
period, and the cumulative amount incurred to date, net of any adjustments to the
liability with an explanation of the reason(s) why
If a liability for a cost associated with the activity is not recognized because fair value
cannot be reasonably estimated, that fact and the reasons why.

ASC 712-10-5 states:
An employer may provide benefits to employees in connection with their termination of
employment. They may be either special termination benefits offered only for a short period of
time or contractual termination benefits required by the terms of a plan only if a specified
event, such as a plant closing, causes employees' services to be terminated involuntarily.
Termination benefits may take various forms including lump-sum payments, periodic future
payments, or both. They may be paid directly from an employer's assets, an existing pension
plan, a new employee benefit plan, or a combination of those means.

For the facility manager lump sum
ASC 712-10-25-2 states:
An employer that provides contractual termination benefits shall recognize a liability and a loss
when it is probable that employees will be entitled to benefits and the amount can be
reasonably estimated. The cost of termination benefits recognized as a liability and a loss shall
include the amount of any lump-sum payments and the present value of any expected future
payments.

Since the employees are required to work until they are terminated to receive the
compensation package, a liability for the termination benefits should be measured initially at
the communication date based on the fair value of the liability on the termination date. A
description of the disposal activity and a description of each type of cost associated with the
disposal activity should be disclosed in footnotes of financial statements. The $2.5 million is
considered a liability for 20x1. The $2 million should be allocated and accrued at 12/31/X1.
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2. How should Targa account for retraining and relocation costs?

ASC 420-10-25-14 states:
Other costs associated with an exit or disposal activity include, but are not limited to, costs to
consolidate or close facilities and relocate employees.

ASC 420-10-25-15 states:
The liability shall not be recognized before it is incurred, even if the costs are incremental to
other operating costs and will be incurred as a direct result of a plan. A liability for other costs
associated with an exit or disposal activity shall be recognized in the period in which the liability
is incurred (generally, when goods or services associated with the activity are received).

ASC 420-10-30-10 states:
A liability for other costs associated with an exit or disposal activity shall be measured at its fair
value in the period in which the liability is incurred (generally, when goods or services associated
with the activity are received).

Retraining and relocation costs should not be recognized before they are incurred. These
should be measured at fair value in the period, which the liability is incurred.
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Merck & Co., Inc. and GlaxoSmithKline plc
An Analysis of Shareholder’s Equity
Case 8

This case involves shareholder’s equities, and how shareholder’s equities are disclosed. We will
explain why companies pay dividends and why companies repurchase their stock. We will also
compare accounting treatment of shareholder’s equity accounts under U.S. and International
GAAP.
I first perform an analysis of Merck’s common shares, with regard to how many Merck issues. I
then consider GlaxoSmithKline’s shares, and discuss various topics involving controversial
aspects of equity. I look at retained earnings, and perform a series of calculations with respect
to each company’s shares.

40

a. Consider Merck’s common shares.

1. Merck is authorized to issue 5.4 billion shares of common stock.

2. Merck issued 2.983 billion shares of common stock in 2007.

3. Shares issued: (2.983 billion * .01) = 29.8 million, which was rounded to 29.8 (in
millions) on the balance sheet.

4. Merck has 811 million shares of common stock held in treasury.

5. Treasury stock needs to be subtracted out of issued stock to give you shares
outstanding.
(2,983,508,675—811,005,791) = 2.172 billion shares outstanding
This action is performed because a corporation cannot own its own shares of that
corporation.

6. The market capitalization is calculated by multiplying shares outstanding by price per
share.
(2,172,502,884 * $57.61) = $125.2 billion

c.

Companies pay dividends on their common or ordinary shares as a way to attract
investors and to serve as a reward for their investments. One will more likely purchase
a company’s stock if it has historically done well and the company is in a healthy
financial position.
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d.

A company might repurchase their own shares in order to lessen the number of shares
outstanding. This can be an advantage for the shareholders, by increasing the interest
of the company they have. A company may do this if they think its stock is undervalued.

e. Dividends Declared 3.310 million

g.

Dividends Payable

3.4 million

Cash

3,307

During 2007, Merck repurchased a number of its own common shares on the open
market.
1. Merck uses the cost method to account for its treasury stock, which ignores the par
value of the stocks.

2. Merck repurchased 26.5 million shares on the open market during 2007.

3. Merck’s total to buy back treasury stock was $1.429 billion, and the per-share price
was $53.95.

4. They do not disclose treasury stock as an asset because it is a contra equity
account. A corporation cannot own part of itself.
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i.
Merck ($)
(in millions)

2007

2006

Dividends paid

3,307.30

3,322.60

Shares outstanding

2,172.50

2,167.79

Net income

3,275.40

4,433.80

Total assets

48,350.70

44,569.80

Operating cash flows

6,999.20

6,765.20

Year-end stock price

57.61

41.94

Dividends per share

1.52

1.53

2.64%

3.65%

1.01

0.75

Dividends to total assets

0.0684

0.0745

Dividends to operating cash flows

0.4725

0.4911

Dividend yield
Dividend payout

Dividend per share = dividend paid/shares outstanding
Dividend yield = dividend per share/stock price
Dividend payout = dividends paid/net income
Dividends to total assets = dividends paid/ total assets
Dividends to operating cash flow = dividends paid/operating cash flow

Xilinx Inc.
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An Analysis of Restricted Stock
Case 9

This case involves Xilinx Inc. and how they contribute stock to their employees. They give out
RSUs, which are a form of phantom-type stock. This form of stock is becoming much more
common, with other compensation plans going out of style. I go into detail about how the stock
is distributed, and how to account to the distribution. I then show different calculations about
which employees are eligible and when they can purchase the shares. I then provide guidance
on how to account to the various financial gains and losses from these RSUs.

a. Xilinx Inc. offers incentive plans that are broad-based, long-term retention programs
that cover employees, consultants, and non-employee directors of the company. These
plans are intended to provide these people with a proprietary interest in the company.
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The company extends “stock options” to employees, which they could then purchase
shares of common stock at a predetermined price during a predetermined period of
time. The employee should exercise their right to purchase stocks if the grant price is
less than market price. Stock options are offered by a company to their employees to
make them feel that they are earning their “slice of the pie,” and it also helps attract
and retain a motivated staff.
b. RSUs are a grant of units equal to one share of stock, and Xilinx does not issue the stock
at the time of the grant. Unlike stock options, RSUs will always have value, whether the
price of the stock goes up or down. RSUs have value independent of how well the
issuing company performs after the stock grant.

c. The grant date is the first day of the offering period. The exercise price per share at
which the owner of a traded option is entitled to buy or sell the underlying security. The
vesting period is the time that an employee must wait in order to be able to exercise if
they will purchase the stock or not. The expiration date is that date that the contract
expires. Options/RSUs granted allow employees the right to purchase a certain number
of shares of the company’s stock at a predetermined price. RSUs are not issued by the
company at the time of grant. Options Exercised are options that are actually put into
effect the right specified in the contract. Options/RSUs forfeited or cancelled are
options that are forfeited because the owner loses the share by failing to meet purchase
requirements.
d. Under the Employee Stock Purchase plan, qualified employees can obtain a 24-month
purchase right to purchase the company’s common stock at the end of each six-month
exercise period. Around 78 percent of all employees are eligible to participate, and
$34.5 million was exercised in fiscal year 2013. The incentives this offers to employees
enables them to purchase the stock at a price 15 percent lower than people who are not
employed by the company. These incentives differ from employee stock options and
RSU plans because they are able to buy the stock at a set price and are able to turn
around and sell the stock right then.
e. Xilinx uses a 52-53-week fiscal year ending on the Saturday nearest March 31. Xilinx
conforms to GAAP with all of its financial statements. Its shows that its estimates are
not 100 percent, and that results may differ from the estimations. The cash equivalents
consist of highly liquid investments maturing from the date of purchase of three months
or less. Short-term investments consist of investments that will mature in three months
but less than one year from the date. Long-term investments are investments that
mature at least one year or more from the maturity date. Also included in long-term
investments are Equity investments.
The dollar is the functional currency for the company’s foreign subsidiaries. Any gain or
loss from exchange is included in the consolidated income statements. Xilinx
periodically enters into financial agreements using derivative financial instruments to
reduce financial risk. Research and development costs are current period expenses and
are expensed as incurred. For stock-based compensation, all costs of employee equity
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awards are based on grant-date fair value, and are to be recorded as compensation
expense over the vesting period of the award. It is also required to record this expense
for the unvested portion of the employee stock-based compensation. The exercise price
of the employee stock options is equal to the market price of Xilinx’s common stock.
Xilinx uses straight-line method to recognize stock-based compensation cost over the
requisite service period of the award. All income tax amounts reflect the use of the
liability method. Xilinx generally sells products with a limited warranty for product
quality.
f.
a. Xilinx will record $77,862,000 worth of compensation expense for 2013.
b. This expense is included in the Cost of Goods Sold, Research and Development,
and Selling and General expenses, which is the debit. The credit for the total for
these expenses is a credit to Additional Paid in Capital-Stock Options.
c. The company should add the compensation expense back because of nonoperating activities.
d. Income tax expense should be recognized when the deferred tax entry is
reversed.
COGS Exp.
R & D Exp.
SG & A Exp.
APIC-SO

6,356
37,937
33,569

Deferred Tax Asset

22,137

77,862

Income Tax Pay

i.

22,137

The trends shown in “Last Gasp for Stock Options” include gravitation from stock
options toward restrictive stock awards. In 1999, stock options accounted for 78
percent of the average executive’s long-term incentive packages. Now it only
accounts for around 30 percent of long-term incentive packages. Most recently
companies have found restricted shares more attractive. Restricted shares do not
have a strike price, but give an employee full value of a company’s stock at a future
date. This is a simpler form of compensation, subject to fewer tax and accounting
complexities. These make the shares outstanding less dilutive. An employee’s
preference of options verses restricted shares depends on how risky the employee
wants to be. An employee would prefer stock options to restricted shares if they are
riskier, and want to risk the shares being worth more than the grant price. Options
have had a much larger payout than restricted shares in some cases. If an employee
wants guaranteed payment in the future and does not want to have extra risk, they
would choose restricted shares. Also, the employee would want to look at tax
bracket information and see which would benefit them more.
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Xilinx follows the trends shown in the article closely. They granted 2,345 shares of stock options
in 2010 and just 92 in 2012. It showed an increase in the number of RSU shares granted from
2,043 in 2010 to 3,018 in 2012.

Bier Haus
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An Analysis of Revenue Recognition
Case 10
This case deals with revenue recognition. Revenue Recognition is a constantly changing topic
concerning when to record revenue earned and at what amounts. In this case we provide an
analysis of the new revenue recognition standards and apply it to these series of events. We
were given four similar, but different parts where we had to analyze the situation and apply it to
the five-step revenue model found in the Codification. We analyzed if a contract was made, the
performance obligation, the transaction price, the transaction price allocated to the
performance obligation, and what amount of revenue was recognized. Also, we prepared
journal entries (if needed) to record the transactions.

Part I:
Step 1: Identify the contract(s) with a customer.
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A contract for the purchase of a cup of beer occurs when the college student asks for a beer
from the bartender in exchange for money.

Step 2: Identify the performance obligations in the contract.
The performance obligation is for Bier Haus to provide a cup of beer to the customer.

Step 3: Determine the transaction price.
The transaction price for this exchange is $5.

Step 4: Allocate the transaction price to the performance obligations in the contract.
The transaction price allocated to the performance obligation is $5.

Step 5: Recognize revenue when (or as) the entity satisfies a performance obligation.
Revenue is recognized today when the customer receives the beer.

Cash

5.00
Sales Revenue 5.00

Part II:

Step 1: Identify the contract(s) with a customer.
A contract for the purchase of both a mug and beer occurs when the college student orders a
beer and mug from the bartender.

Step 2: Identify the performance obligations in the contract.
The performance obligation is for Bier Haus to provide a mug and beer to the customer.

Step 3: Determine the transaction price.
The transaction price for this exchange is $7 total for both the mug and the beer.
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Step 4: Allocate the transaction price to the performance obligations in the contract.
The transaction price allocated to the performance obligation for the mug is $2.62, while the
price allocated to the performance obligation for the beer is $4.38.

Step 5: Recognize revenue when (or as) the entity satisfies a performance obligation.
Revenue of $7 is recognized today when the customer receives the beer and the beer mug.

Cash

7.00
Sales Revenue-Beer

4.38

Sales Revenue-Mug

2.62

Part III:

Step 1: Identify the contract(s) with a customer.
The contract is between the college student and Bier Haus in exchange for a refill of beer in the
mug, as well as the pretzel coupon for a total of $7.

Step 2: Identify the performance obligations in the contract.
The performance obligation is for Bier Haus is to refill the thermal mug with beer and to provide
pretzels at a later date when the customer redeems the coupon.

Step 3: Determine the transaction price.
The transaction price for this exchange is $7 total for both the beer and the pretzel coupon.

Step 4: Allocate the transaction price to the performance obligations in the contract.
The transaction price allocated to the beer mug $4.12 and $2.88 for the pretzels.

Step 5: Recognize revenue when (or as) the entity satisfies a performance obligation.
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Revenue for the refill of beer is recognized when the beer is filled and given to the customer.
Revenue for the pretzel will be recognized on this date also, and when the coupon is redeemed,
no entry is needed.

Cash

7.00
Sales Revenue-Beer

4.12

Unearned Revenue

2.88

Part IV:

Step 1: Identify the contract(s) with a customer.
The contract is between the college student and Bier Haus to fulfill the coupon in exchange for
the pretzels.

Step 2: Identify the performance obligations in the contract.
Bier Haus would recognize the revenue for the pretzels when the pretzels are purchased.

Step 3: Determine the transaction price.
The transaction price is the retirement of the outstanding coupon.

Step 4: Allocate the transaction price to the performance obligations in the contract.
The standalone would be the amount of pretzels purchased with the coupon.

Step 5: Recognize revenue when (or as) the entity satisfies a performance obligation.
Revenue for the pretzels is recognized when the coupon pretzels are purchased.

Cash $5.00
Coupon $5.00
Coupon $5.00
Pretzels $5.00
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Zagg Inc.
An Analysis of Book vs. Tax Income
Case 11
This case deals with deferred income taxes for Zagg Inc. We learn there are two types of types
of income used in this particular case: book income and taxable income, and we found the
difference between these. Also, there are two types of tax differences: permanent tax
differences and temporary tax differences. We show why the company reports deferred income
taxes as part of their total tax expense. We then explain what deferred income tax assets and
deferred income tax liabilities represent. After that we made the necessary journal entries for
the income tax provision as well as the entries to decompose the amount of net deferred
income taxes. Next we calculated the effective tax rate and showed where deferred income tax
assets are found on the balance sheet.
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A. Describe what is meant by the term book income? Which number in ZAGG’s statement of
operation captures this notion for fiscal 2012? Describe how a company’s book income differs
from its taxable income.
Book income is also referred to as income for financial purposes. It is the income listed on the
financial statements before taxes. Companies determine book income according to GAAP. The
income before provision for income taxes of $23,898 is Zagg’s book income. A company’s book
income differs from its taxable income due to certain exemptions found in the Internal Revenue
Code (the tax code). The taxable income is used to determine income tax payable.
B. In your own words, define the following terms:
i.
Permanent tax differences (also provide an example)
Permanent tax differences are differences between book income and taxable income that never
change in regards to financial and tax reporting. A deferred tax will not be recognized for
permanent differences. An example of a permanent tax difference is the interest revenue on
municipal bonds.
ii.
Temporary tax difference (also provide an example)
A temporary tax difference is the difference between the carrying amount of an asset or liability
in the balance sheet and its tax base. Temporary differences are also referred to as timing
differences. In the “long run” there is no difference in the incomes. An example of this would
be a company using accelerated depreciation verses straight-line depreciation. When using
accelerated depreciation, depreciation expense in earlier years is greater than the straight-line
depreciation expense, resulting in a lower net income in the earlier years.
iii.
Statutory tax rate
The statutory tax rate is the tax rate imposed by law.
iv.
Effective tax rate
The effective tax rate is the average rate at which an individual or corporation is taxed.
C. Explain in general terms why a company reports deferred income taxes as part of their total
income tax expense. Why don’t companies simply report their current tax bill as their income
tax expense?
A company reports deferred income taxes to show the investor whether it will be helpful to the
investor or hurt the investors.
D. Explain what deferred income tax assets and deferred income tax liabilities represent. Give an
example of a situation that would give rise to each of these items on the balance sheet.
A deferred tax liability represents the increase in taxes payable in future years as a result of
taxable temporary differences existing at the end of the current year. An example would
include the deprecation of fixed assets. The deferred tax liability would arise when a company
uses straight line depreciation for their books, and MACRS for tax reporting purposes. A
deferred tax asset represents the increase in taxes refundable in future years as a result of
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deductible temporary differences existing at the end of the current year. An example would
include a company with a loss and related liability because of a pending litigation. It cannot
deduct this amount for tax purposes until it pays the liability. This causes taxable income to be
lower than pretax financial information.

E. Explain what a deferred income tax valuation allowance is and when it should be recorded.
A deferred income tax valuation allowance is created for a deferred tax asset and should be
created if there is more than a 50 percent chance that the company will not realize some
portion of the asset. It is used to reduce the deferred tax asset.

F. Consider the information disclosed in Note 8 – Income Taxes to answer the following
questions:

i. Using information in the first table in Note 8, show the journal entry that ZAGG recorded
for the income tax provision in fiscal 2012?

Income Tax Expense

9,393

Net Deferred Asset

8,293

Income Tax Payable

17,686

ii. Using the information in the third table in Note 8, decompose the amount of “net deferred
income taxes” recorded in income tax journal entry in part f. i. into its deferred income tax
asset and deferred income tax liability components.

Income Tax Expense

9,393

Deferred Tax Asset

8,002

Deferred Tax Liability

291

Income Tax Payable

17,686

iii. The second table in Note 8 provides a reconciliation of income taxes computed using the
federal statutory rate (35%) to income taxes computed using ZAGG’s effective tax rate.
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Calculate ZAGG’s 2012 effective tax rate using the information provided in their income
statement. What accounts for the difference between the statutory rate and ZAGG’s effective
tax rate?

ETR=

!"!"
!"#$#

= 39.3 %

The difference between the statutory rate and the effective rate is that the statutory rate is a
written law, while the effective rate is a percentage of income.

iv. According to the third table in Note 8 – Income Taxes, ZAGG had a net deferred income tax
asset balance of $13,508,000 at December 31, 2012. Explain where this amount appears on
ZAGG’s balance sheet.
Why would a financial statement user care about this?

Deferred income tax assets of $6,912 are found in the current assets portion of the balance
sheet. The non-current income tax assets are found in the non-current section. They are
broken up, so the financial statement user will be able to see when they were deferred.
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Build-A-Bear Workshop
An Analysis of Capital Leases
Case 12

This case involves Build-A-Bear Workshop, a toy retailer that produces stuffed animals the
customer designs. I go into detail about the two types of leases: operating and capital. Capital
leases are much more common than they were in past years. I go into detail of how each of the
leases are accounted for, and each one is much different. In one lease, you record the
transaction as an asset, and the other you record the transaction as an expense. I record journal
entries comparing each of the leases. I then perform calculations of the lease payments taking
into account each of the periods. I finish with calculations of different ratio, and give an analysis
of my findings.
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a. Why do companies lease assets rather than buy them?
100 percent financing at fixed rates, Protection against obsolescence, Flexibility,
Less costly financing, Tax advantages, Off-balance sheet financing.

b. What is an operating lease? What is a capital lease? What is a direct-financing lease?
What is a sales-type lease? (Hint: If your textbook does not cover these lease
complexities, use your favorite Internet search engine to find definitions and
examples.)
-An operating lease is a lease that does not meet the criteria of a capital lease.
The criteria it does not meet is there is not a transfer of ownership, there is not
a bargain-purchase option, the lease term is less than 75 percent of economic
life, and the present value of payments is less than 90 percent of fair value.
-A capital lease is one that meets one or more of these criteria, and must be
non-cancellable. The criteria it meets is that the lease transfers ownership of
the property to the lessee, the lease contains a bargain-purchase option, the
lease term is greater than or equal to 75 percent or more of the estimated
economic life of the leased property, and the present value of the minimum
lease payments (excluding executor costs) equals or exceeds 90 percent of the
fair value of the leased property.
-Direct-financing leases are in substance the financing of an asset purchases by
the lessee. In this type of lease, the lessor records a lease receivable instead of
a leased asset.
-A sales-type lease is the same as a direct-financing lease, with exception of the
manufacturer or dealer’s gross profit (or loss). A sales-type lease, the lessor
records the sales price of the asset, the cost of goods sold and related inventory
reduction, and the lease receivable.

c. Why do accountants distinguish between different types of leases?
Accountants distinguish between different types of leases because each lease
brings something different to the table, each having different characteristics.

d. Consider the following hypothetical lease for a Build-A-Bear Workshop retail location.
• The lease term is five years.
• Lease payments of $100,000 are due the last day of each year.
• At the end of the lease, title to the location does not transfer to Build-A-Bear nor is
there a bargain purchase option.
• The expected useful life of the location is 25 years. The fair value of the location is
estimated to be $1,500,000.
57

i.

Will this lease be treated as an operating lease or a capital lease under current
U.S. GAAP? Explain.
It is an operating lease because it does not meet the four criteria for a capital
lease.

ii.

Provide the journal entry that Build-A-Bear Workshop will record when it
makes the first lease payment.
Rent Expense
100,000
Cash

iii.

100,000

Assume that a second lease is identical to this lease except that Build-A-Bear
Workshop is offered a “first year rent-free.” That is, the company will make no
cash payment at the end of year one, but will make payments of $125,000 at
the end of each of years 2 through 5. Provide the journal entries that the
company will make over the term of this lease.
First Year:
Rent Expense

100,000

Deferred Rent (Liability) 100,000
Years 2-5:
Rent Expense

100,000

Deferred Rent 25,000
Cash

125,000

e. Consider Build-A-Bear Workshop’s operating lease payments and the information in
Note 10, Commitments and Contingencies. Further information about their operating
leases is reported in Note 1, Description of Business and Basis of Preparation (k)
Deferred Rent.
a. What was the amount of rent expense on operating leases in fiscal 2009?
The amount of rent expense for 2009 is $46.7 million.

b. Where did that expense appear on the company’s income statement?
It would appear in the SG&A expense.

58

f.

Recent proposals by the Financial Accounting Standards Board and the International
Accounting Standards Board would largely eliminate the option to use operating lease
accounting. Most leases would be accounted for as capital leases (which are called
“finance” leases under IFRS). The present value of the expected lease payments would
be treated as a “right to use the leased asset.” A corresponding capital lease
obligation would be recorded, representing the liability incurred when the right-to-use
asset was acquired. The asset would be amortized over a period not to exceed the
lease term. The obligation would be accounted for as an interest-bearing obligation.
Consider the future minimum lease payments made under the operating leases
disclosed in Note 10, Commitments and Contingencies. Assume that all lease
payments are made on the final day of each fiscal year. Also assume that payments
made subsequent to 2014 are made evenly over three years.

i. Calculate the present value of the future minimum lease payments at January 2, 2010.
Assume that the implicit interest rate in these leases is 7%.

Period

Lease Payments

PV Factor

PV of Payment

1

$50,651

0.9346

$47,337

2

47,107

0.8734

41,145

3

42,345

0.8163

34,566

4

35,469

0.7629

27,059

5

31,319

0.7130

22,330

6

25,229

0.6663

16,811

7

25,229

0.6227

15,711

8

25,228

0.5820

14,683

Total

$219,643

ii. Had Build-A-Bear Workshop entered into all of these leases on January 2, 2010 (the final
day of fiscal 2009), what journal entry would the company have recorded if the leases were
considered capital leases?

Property and Equipment
Lease Obligation

219,643
219,643
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iv. What would the company have reported as “Long-term obligations under capital leases” at
January 2, 2010? As “Total current liabilities”? (Note that the current portion of the obligation
under capital leases is the principal portion of the obligation that will be repaid in fiscal 2010.)
As Total liabilities?

Lease Obligation

35,276

Interest Expense

15,375

Cash

Depreciation Exp

50,651

27,455

Accum Depreciation

27,455

g. Under current U.S. GAAP, what incentives does Build-A-Bear Workshop, Inc.’s
management have to structure its leases as operating leases? Comment on the effect
of leasing on the quality of the company’s financial reporting.
There are tax advantages because the expense is deductible. When structured as an
operating lease, there would be a decrease in the amount of reported debt (both
short and long term), a decrease in the amount of total assets (specifically long-lived
assets), and a higher income early in the life of the lease and, therefore, higher
retained earnings.

h. If Build-A-Bear had capitalized their operating leases as the FASB and IASB propose,
key financial ratios would have been affected.
a. Refer to your solution to part f, above to compute the potential impact on the
current ratio, debt-to-equity ratio (defined as total liabilities divided by
stockholders’ equity) and long-term debt-to-assets ratio (defined as long-term
debt divided by total assets) at January 2, 2010. Is it true that the decision to
capitalize leases will always yield weaker liquidity and solvency ratios?
Before Capitalization:

Current ratio: (135,755/81,890) = 1.66
Debt-equity ratio: (119,493/164,780) = 0.73
Long-term debt-to-assets ratio: (37,603/284,273) = 0.13
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After Capitalization:

Current ratio: (135,755/ (81,890+47,388)) = 1.05
Debt-Equity ratio: ((119,493+219,643)/164,780) = 2.06
Long-term debt-to-assets ratio:
(219,634-47,337)/ (284,273+219,634) = 0.34

Solvency and liquidity ratios become weaker when capitalized. This is because the
current liabilities increase, causing ratio to become weaker.

61

